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i  was  especially  pleased  to  receive  your  distinguished  president's 
invitation  to  speak  at  this  annual  meeting. 

The  American  Hospital  Association  stands  in  the  very  first  rank  of 
organizations  with  whom  we  wish  to  maintain  good  communications. 

off  hand,  i  cannot  recall  any  time  in  recent  history  when  events  in 
the  health  care  industry  make  it  more  imperative  that  our  two  organ  i  - 
zat:ons  communicate  well, 

for  this  annual  meeting  convenes  at  a  time  of  momentous  change  in  the 
health,  care  industry, 

frospecti ve  payment,  the  most  sweeping  change  in  medicare  since 
its  inception,  has  been  inaugurated; 

Forces  of  supply  and  demand  have  begun  to  assert  themselves  in 
the  hospital  fi  eld; 

we  are  on  the  threshold  of  significant  changes  in  behaviors  related  to 
incentive  based  approaches  to  financing  and  delivering  health  care 
services.   we  are  seeing  more  interest  in  collaborative  uses  of  resources, 


SPECIALIZATION  AND  CONCERN  FOR  UNIT  COSTS.  THE  MANAGEMENT  CHALLENGES  ARE 
GREAT  BUT  OUR  MUTUAL  CAPACITY  TO  DEAL  WITH  THOSE  CHANGES   IS  EVEN  GREATER. 

I   WANT  TO  PUBLICLY  RECOGNIZE  THE  AHA  FOR  ITS  SPLENDID  COOPERATION  AND 
INVOLVEMENT   IN  INITIATING  THE  NEW  PPS.     THE  SHORT   INTERVAL  OF  TIME  FROM 
INTRODUCTION  OF  THE  PROPOSAL,   PASSAGE  OF  THE  LEGISLATION,   DEVELOPMENT  OF 
THE  REGULATIONS  AND   IMPLEMENTATION  OF   THE  NEw  DRG  SYSTEM  OF  PROSPECTIVELY 
DETERMINED  RATES   IS  A  CHALLENGE  WHICH  WE  COULD  NOT  HAVE  MET  ALONE.  THE 
SMOOTHNESS  OF  THE  TRANSITION  IS  A  TRIBUTE  TO  EACH   INDIVIDUAL  HOSPITAL  AND 
IT  PERSONNEL  AS  WELL  AS  TO  OUR  FISCAL  INTERMEDIARIES  WHO  HAVE  HAD  TO 
IMPLEMENT  THIS  MOST  SIGNIFICANT  DEVELOPMENT  IN  HEALTH  CARE  SINCE  THE 
ADVENT,  OF  MEDICARE   ITSELF.     WE  AT  HCFA  SALUTE  YOU  AS  PARTNERS  IN  THIS  NEW 
ENTERPR 1 ZE . 
\ 

F.D.R.   ONCE  NOTED  THAT  "IN  EVERY  NATION  ECONOMIC  PROBLEMS  HAVE  BROUGHT 
CRISIS— FOR  WHICH  THE  MASTERS  OF  OLD  PRACTICE  AND  THEORY  WERE 
'  UNPREPARED,"     THANKS  TO  MUTUAL  EFFORTS  WE  ARE  PREPARED. 

There  has  been  increasing  interest  among  state  legislatures  in 
mandatory  hospital  rate  setting; 


And  now,  legislation  has  appeared  on  capital  hill  that  calls  for 
an  all-payor  rate  setting  system.   before  beginning  with  my 
topic,  i  would  like  to  comment  on  this  development: 

This  Administration  opposes  that  kind  of  approach  to  cost 

CONTAINMENT.     A  RATE  SETTING  SYSTEM  GIVES  CONSUMERS  AND  PROVIDERS  NO 
INCENTIVE  TO  BE  COST-CONSCIOUS.     MORE  IMPORTANTLY,   IT  STIFLES  THE  ONE 
SELF-ACTIVATING  FORCE  WE  NEED  TO  HOLD  PRICES  DOWN  ~  COMPETITION. 

WE  BELIEVE   IN  A  PLURALISTIC  HEALTH  CARE  SYSTEM,  OPERATING  ON  A 
MARKETPLACE  DYNAMIC  AND  SELF-MOTIVATED  TO  PRODUCE  THE  BEST  QUALITY  OF 
HEALTH  CARE  AT  THE  LOWEST  FEASIBLE  PRICE. 

As  President  Reagan  said,  "We  who  live  in  free  market  societies 

BELIEVE  THAT  GROWTH,   PROSPERITY  AND,   ULTIMATELY,   HUMAN  FULFILLMENT  ARE 
CREATED  FROM  THE  BOTTOM  UP,   NOT  THE  GOVERNEMENT  DOWN.     ONLY  WHEN  THE  HUMAN 
SPIRIT  IS  ALLOWED  TO  INVEST  AND  CREATE,  ONLY  WHEN  INDIVIDUALS  ARE  GIVEN  "A 
STAKE  IN  DECIDING  ECONOMIC  POLICIES  AND  BENEFITING  FROM  THEIR 
SUCCESS—ONLY  THEN  CAN  SOCIETIES  REMAIN  ECONOMICALLY  ALIVE,  DYNAMIC, 
PROSPEROUS,"  PROGRESSIVE  AND  FREE." 


The  bottom  line  is  this:  we  will  never  control  health  care  costs  by 
turning  the  health  care  industry  into  a  public  utility. 

All  that  does  is  foster  the  dangerous  illusion  that  the  problem  of 
containing  costs  is  being  adequately  managed  by  government; 

and  that  hospitals,  doctors  and  patients  need  do  nothing  at  all 
to  keep  costs  i.n  check. 

Decades  of  painful  experience  have  exposed  that  fallacy. 

Government  controls  are  not  the  answer  to  runaway  health  care  costs 
people  are.   We've  met  the  enemy  and  it  is  all  of  us.    Now  we  have  to 
confront  '"that  reality. 

If  we  do  not,  the  day  could  come  when  half  the  Nation's  GNP  is  spent 
'on  health  care.    surely,  we  do  not  want  to  leave  this  legacy  to  our 
children  and  grandchildren. 

There  are  four  broad  avenues  to  making  health  care  responsibly 
competitive  1-n  this  country  and  we  are  moving  along  all  of  them: 

First,  we  have  accepted  the  concept  of  a  payment  system  that 
•  rewards  providers  for  efficient  management. 


Secondly,  we  want  to  give  consumers  economic  incentives  to  cut 

DOWN  ON  THE  NEEDLESS  USE  OF  LIMITED  HEALTH  CARE  RESOURCES  ~  AND 
THAT  INCLUDES  MORE  EMPHASIS  ON  PREVENTING  ILLNESS  AND  DISABILITY; 

Third,  we  want  to  encourage  the  industry  to  explore  HMOs, 

PREFERRED  PROVIDER  ORGANIZATIONS  AND  OTHER  ALTERNATIVE  DELIVERY 
SYSTEMS  THAT  CAN  FOSTER  EFFECTIVE,  LESS  COSTLY  CARE; 

Finally,  and  not  least  important,  we  want  to  continue  regulatory 

REFORM  AS  MUCH  AS  POSSIBLE,  SO  PROVIDERS  ARE  FREE  TO  INNOVATE  AND 
TO  MANAGE  RESOURCES  EFFECTIVELY. 

P?S  KF1ATED  STUDIES 

MY  CfriEF  PURPOSE  HERE  TODAY  IS  TO  DO  WHAT  YOUR  DISTINGUISHED 

President,  Alex  McMahon,  asked  me  to  do:  describe  to  you  the  thrust  of  our 

CURRENT  STUDIES  THAT  RELATE  TO  THE  DEVELOPMENT  OF  THE  MEDICARE  PROSPECTIVE 
PAYMENT  SYSTEM. 

HE  HAS  ALSO  ASKED  ME  TO  GIVE  YOU  ANY  INSIGHTS   I   HAVE  ABOUT  THE 
DEVELOPMENT  OF  THIS  NEW  SYSTEM  TO  DATE. 


First  of  all,  signs  of  changed  behavior,  possibly  in  anticipation  of 

PPS,   ARE  ALREADY  EVIDENT,     FOR  ONE  THING,  THE  AVERAGE  LENGTH  OF  STAY  IN 
ACUTE  CARE  HOSPITALS  DECLINED  AT  AN  ACCELERATING  RATE  OVER  THE  PAST  YEAR. 

FOR  ANOTHER,  WE  ARE  SEEING  TANGIBLE  SIGNS  THAT  HOSPITALS  HAVE  ACCEPTED 
THE  NEED  TO  COMPETE  WITH  ONE  ANOTHER.     In  Ml NNEAPOL I S-ST .   PAUL,  FOR 
EXAMPLE,   HOSPITALS  WENT  PUBLIC  WITH  THEIR  PRICES  LAST  AUGUST.     THIS  WAS 
THE  FIRST  TIME  ANYWHERE  THAT  HOSPITALS  VOLUNTARILY  DISCLOSED  IN  DETAIL 
WHAT  THEY  CHARGE.     I  THINK  WE'LL  SEE  MOR t  OF  THE  SAME  THIS  YEAR. 

RFPORT  ON  PPS 

NOW  HERE  IS  A  STATISTICAL  BREAKDOWN  OF  WHAT  HAS  BEEN  HAPPENING  WITH 
PROSPECTIVE  PAYMENT: 

As  of  January  3rd,  2,695  hospitals  were  on  prospective  payment  and  we 

•  HAVE  PAID  OUT  JUST  OVER  $594  MILLION  FOR  245,041  CLAIMS.     THAT  AVERAGES 
$2,424  PER  BILL. 

WE  ARE  ACTIVELY  PROCESSING  REQUESTS  FOR  OUTLIER  PAYMENTS  AND,   AS  YOU 
MIGHT  EXPECT,  THE  VAST  MAJORITY  OF  THESE  ARE  DAY  OUTLI'ERS . 


There  has  been  much  interest  in  hospital  behavior  as  it  relates  to 
discharge  of  our  beneficiaries.   to  where  did  they  go: 

8A. 8%  WENT  HOME 

6/0  WENT  TO  A  SNF  OR  I CF 

3,7%  WENT  TO  ANOTHER  SHORT  TERM  FACILITY 

4,6£  DIED  (ABOUT  OR  JUST  SLIGHTLY  LESS  THAN  THE  AVERAGE  5%  FOR 
THE  LAST  2  YEARS,) 

Over  300  Sole  Community  Hospitals  under  TEFRA  were  grandfathered  in. 
We  also  have  approved  727  of  1,293  provider  requests  to  be  excluded  from 
prospective  payment,  with  another  3cc  requests  pending. 

OUR  TRAINING  SESSIONS  TO  ACQUAINT  HOSPITAL  PERSONNEL  WITH  PROSPECTIVE 
PAYMENT  ARE  AHEAD  OF  SCHEDULE:   OVER  3,990  HOSPITALS  ~  7M  PERCENT  HAVE 

received  this  training. 

we  have  also  reviewed  hospitals  under  our  admission  pattern  monitoring 
System,  which'began  last  June.    This  process  identifies  hospitals  with  a 

SIGNIFICANT  INCREASE  IN  ADMISSIONS.     THEY  ARE  THEN  SUBJECTED  TO  CLOSER 
SCRUTINY  BY  A  MEDICAL  REVIEW  AGENCY  TO  DETERMINE  WHETHER  THEIR  INCREASE  IS 
JUSTIFIABLE. 


I 
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Results  to  date  show  that  of  the  3,826  hospitals  under  TEFRA  which 

WERE  SUBJECT  TO  REVIEW,   1,603  HAD  INCREASED  ADMISSIONS,     THE  INCREASE  WAS 
EXPLAINABLE  IN  NEARLY  54  PERCENT  OF  THESE  HOSPITALS;  23  PERCENT  ARE  STILL 
PENDING  AND  THE  REMAINING  23  PERCENT  SHOWED  UP  WITH  A  PROBLEM.     THUS  FAR 
128  CORRECTIVE  ACTION  PLANS  HAVE  BEEN  INITIATED, 

Twenty-one  hospitals  HAvt  had  their  favorable  presumption  status 

REVOKED;   12  HAVE  BEEN  PUT  ON  PREADMISSION  REVIEW  STATUS  AND  13  ARE  ON 
PREPAYMENT  REVIEW  BY  THE  MEDICAL  REVIEW  AGENT, 

THIS  IS  AN  AREA  I  FEEL  STRONGLY  ABOUT,  I  WANT  TO  GIVE  CLEAR  NOTICE 
THAT,  TO  THE  EXTENT  WE  FIND  EVIDENCE  OF  THE  SYSTEM  BEING  GAMED,  WE  WILL 
AGGRESSIVELY  PURSUE  PRE-ADMISSION  REVIEW  AND  OTHER  APPROPRIATE  SANCTIONS, 

V 

That  in  brief  is  the  status  of  prospective  payment,    If  there  is  an 

INSIGHT  TO  BE  GLEANED  FROM  THIS  REVIEW,   IT  IS  THIS:   THE  NEW  SYSTEM  IS 
'WORKING  EXCEPTIONALLY  WELL,   WITH  A  MINIMUM  OF   'HITCHES  AND  GLITCHES'   AND  A 
MAXIMUM  OF  COOPERATION  FROM  YOU,  THE  HOSPITALS, 


THE  REPORT  ON  STUDIES 

NOW  LET'S  TALK  ABOUT  THE  STUDIES: 
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As  you  know /  Congress  has  mandated  that  we  study  a  lengthy  list  of 

ISSUES  RAISED  BY  PROSPECTIVE  PAYMENT; 

THE  MANDATE  IS  SURELY  THE  LARGEST  CHALLENGE  CONGRESS  HAS  EVER  GIVEN  TO 
OUR  RESEARCH  FUNCTIONS.     1  AM  CONFIDENT  THAT  THE  WORK  WILL  BE  COMPLETED  ON 
A  TIMELY,  RESPONSIVE  AND  RESPONSIBLE  BASIS-AS   I   BELIEVE  WE  HAVE  BEEN  ABLE 
TO  DO  THUS  FAR  WITH  THE  DEVELOPMENT  AND  INITIATION  OF  THE  PPS. 

Many  of  our  studies  will  be  done  internally  by  HCFA  staff  using  our 

OWN  PROGRAM  DATA  BASE.     WE  ARE  ALSO  INVITING  STUDIES  ON  MANY  OF  THE  PPS 

issues  through  the  Ffderal  Register  announcement  of  our  R&D  grant  program 

AS  WELL  AS  THROUGH  SEVERAL  RFP ' S  FOR  CONTRACT  STUDIES. 

,"  \a  report  on  how  capital  costs  are  to  be  handled  is  due  next 

October,  and  I'll  deal  at  length  with  this  one  in  a  few  moments; 

Among  the  17  different  stuuies  are  annual  impact  reports  which- 
analyze  the  impact  of  the  prospective  payment  methodology  on 
providers,  beneficiaries  and  other  payor  of  hospital  care.  A 
methodology  for  including  hospitals  located  outside  the  50  STATES 

AND  DC  UNDER  A  PROSPECTIVE  PAYMENT  SYSTEMS   IS  DUE  BY  APR  I L  L 

1984, 
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As  you  know,  Congress  also  wants  the  Department's  recommendations 

ON  THE  FEASIBILITY  OF  PAYING  SKILLED  NURSING  FACILITIES  BY 
PROSPECTIVE  PAYMENT,     OUR  RECOMMENDATIONS  WILL  GO  TO  CONGRESS 
SOON;    AND  WILL   INCLUDE  AN  ANALYSIS  OF   SIMILARITIES  AND 
DIFFERENCES  BETWEEN  FREE-STANDING  AND  HOSPITAL  BASED  SNF's, 

Several  reports  are  due  by  April  1 985 :  one  will  explore  ways  to 

SHARE  COST  INFORMATION  WITH  BENEFICIARIES.     ANOTHER  WILL  DEAL 

WITH  WHETHER  HOSPITALS  THAT  ARE  SOLE  COMMUNITY  PROVIDERS  SHOULD 

COME  UNDER  PROSPECTIVE  PAYMENT,  AND  IF  SO,  HOW.     STILL  ANOTHER 

STUDY  WILL  EXPLORE  THE  EXTENT  TO  WHICH  HOSPITAL  SERVICES  GO 

uncompensated; 

By  the  end  of  1985,  still  more  reports  fall  due.    They  will 

INCLUDE  THE  FEASIBILITY  AND  ADVISABILITY  OF  MODIFYING  THE  RATE  BY 
APPLICATION  OF  SEVERITY  OF   ILLNESS  OR  INTENSITY  CARE;    IMPACT  OF 
ELIMINATING  OR  PHASING-OUT  SEPARATE  URBAN-RURAL  DRG  RATES,  AND 
THE  FEASIBILITY  AND  ADVISABILITY  OF    INCLUDING  INPATIENT  PHYSICIAN 
SERVICES  INTO  THE  PROSPECTIVE  PAYMENT  SYSTEM.     I'LL  ALSO  BE 

commenting  on  this  very  important  study ,  too. 

We  have  also  contracted  with  Brandets  University  to  undertake  a 
Congress  I  on ally- man DA ted  STUDY  of  a  prospective  payment  system 

FOR  HOME  HEALTH  AGENCI  ES  . 
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Recommendations  are  due  to  Congress  on  how  to  include  all  non  acute 

HOSPITALS  IN  A  PROSPECTIVE  PAYMENT  SYSTEM  USING  DRG'S.     WE  ARE  INITIATING 
SEPARATE  DATA  COLLECTION  AND  ANALYSIS  EFFORTS  WITH  REGARD  TO  PSYCHIATRIC 
HOSPITAL  AND  UNITS,  REHABILITATION  HOSPITALS  AND  UNITS  AND  PEDIATRIC  AND 
LTC  HOSPITALS. 

Lead  responsibility  for  most  of  these  studies  fall  to  our  agency's 
Office  of  Research  and  Demonstrations.   The  lone  exception  to  this  is  the 
capital-related  cost  study,  which  will  be  conducted  under  the  aegis  of  the 
Office  of  the  Secretary  for  Planning  and  Evaluation. 

AS, YOU  KNOW,   CAPITAL-RELATED  EXPENSES  ARE  NOT  NOW  INCLUDED  IN 

prospective  payment.   Medicare  will  keep  on  reimbursing  hospitals  for 
these  onn\  cost-related  basis. 

BUT  CONGRtSS  HAS  SERVED  NOTICE  THAT  THIS  WILL  NOT  CONTINUE,   AND  HAS 
ASKED  US  TO  STUDY  HOW  THIS  COST  MIGHT  BE  INCORPORATED  INTO  PROSPECTIVE  ■ 
RATES.     HHS  MUST  REPORT  TO  CONGRESS  WITH  LEGISLATIVE  RECOMMENDATIONS  BY 

October  1984.' 

Congress  has  also  made  it  clear  that  capital  expenses  incurred  after 
the  date  prospective  payment  was  enacted  may  at  some  point  be  treated 
differently  from  projects  begun  before  that.    So  hospitals  can't  afford  TC 
ASSUME  THAT  Medicare  will  keep  on  reimbursing  new  projects  on  a  reasonable 
cost  basis. 


Meanwhile,  it  is  far  too  early  to  predict  the  findings  of  the  capital 
cost  study,   What  I  can  do  is  highlight  the  major  issues  and  share  with 
you  some  useful  background  information  gleaned  through  a  contract  study 
conducted  last  year. 

The  first  phase  of  this  study  is  complete  and  it  has  already  provided 
some  useful  insights: 

It  found  first  of  all  that  estimates  in  the  literature  for  hospital 

CAPITAL  COST  REQUIREMENTS  DURING  THE  1980s  VARY  DRAMATICALLY  AND  DEPEND  ON 
UNDERLYING  ASSUMPTIONS  ABOUT  THE  INFLATION  RATE,   HOSPITAL  RENOVATION 
CYCLES,   HOSPITALIZATION  RATES  AND  OTHER  FACTORS  THAT  ARE  DIFFICULT  TO 
PROJECT  ACCURATELY,     DEPENDING  ON  HOW  YOU  ESTIMATE  THESE  FACTORS,  CAPITAL 
REQUIREMENTS  FOR  HOSPITALS  IN  THE  1980s  COULD  RANGE  FROM  $49  TO  $231 
BILLION. 

We  have  also  been  studying  the  magnitude  and  distribution  of  Medicare 
payments  for  capital  related  expenses, 

Based  on  our  past  experience,  we  therefore  estimate  that 

INPATIENT  CAPITAL  EXPENDITURES  WILL  BE  ABOUT  $2.9  BILLION, 

That's  about  7,4  percent  of  Medicare  payments  for  inpatient 
hospital  operating  costs. 


About  70  percent  of  Medicare's  payments  for  capital  will  be  for 
depreciation,  23  percent  for  interest  and  7  percent  for  return  on  equity, 
Almost  80  percent  of  what  Medicare  reimburses  for  depreciation  will  be  for 
fixed  assets, 

We  also  found  a  CONSIDERABLE  VARIATION  among  hospitals  in  the 
relationship  between  capital  and  operating  costs. 

Slightly  over  half  the  hospitals  claim  depreciation  and  interest 
of  between  4  and  10  percent.   one  fourth  have  depreciation  and 
interest  of  less  than  4  percent  of  their  operating  costs; 

Just  under  one-fifth  have  ratios  that  range  from  10  to  20  percent. 

And  about  1,5  percent  have  ratios  over  20  percent. 

Certain  types  of  hospitals  had  lower  ratios: 

Government-owned  hospitals,  for  example,  had  an  average  ratio  of 
5/15  percent; 

Hospitals  that  belong  to  the  Council  of  Teaching  Hospitals 
averaged  out  at  5.65  percent; 

Hospitals  that  had  a  proportion  of  Medicaid  patients  greater  than 
15  percent  averaged  a  ratio  of  5.97  percent; 
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And  hospitals  in  New  England  logged  an  average  ratio  of  5,97 

PERCENT, 

Compare  these  with  a  national  mean  of  almost  7  percent.  Hospital 

TYPES  WITH  TYPICALLY  HIGHER  CAPITAL  EXPENDITURES  WERE: 

Those  with  a  management  contract  --  average  ratio,  8,10  percent; 

Those  with  bed  capacity  changes  of  more  than  10  percent  in  the 
last  5  years  —  average  ratio,  9.14  percent; 

AND  PROPRIETARY  HOSPITALS  "AVERAGE  RATIO,   9.75  PERCENT. 

AS  YQOJ  CAN  SEE,  THERE  WOULD  BE  A  SUBSTANTIAL   IMPACT  ON  THESE  HOSPITALS 
IF  WE  BASED  OUR  CAPITAL  COST  PAYMENT  ON  A  7  PERCENT  AVERAGE. 

IT  IS  NOT  SURPRISING  THAT  THE  HOSPITAL  CHARACTERISTIC  WITH  THE  BIGGEST 
IMPACT  ON  CAPITAL  EXPENDITURES  IS  THE  AGE  OF  A  HOSPITAL'S  ASSETS.  NEW 

assets  are  more  expensive. 

Capital  expenses  and  operating  expenses  are- not  independent  of  one 
another.    Increased  capital  investment  produces  increased  operating 
costs.    It  has  been  estimated  that,  on  average,  a  dollar  in  capital 
investment  increases  annual  hospital  expenditures  by  22  CENTS. 
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glven  this  relationship,  it  will  be  worth  watching  how  prospective 
payment  for  operating  costs  affects  capital  investment: 

now  that  payment  for  operating  costs  is  limited,  will  hospitals 
reduce  their  total  investment  in  capital? 

or  will  they  maintain  or  increase  their  dollar  volume  of  capital 
investment? 

And  to  what  degree  will  they  change  their  mix  of  investments  to 
emphasize  those  that  reduce  operating  costs? 

we  hope  capital  costs  won't  increase  without  commensurate  increases  in 
operating-.  effi  ci  ency  ,    but  this  much  we  know:  medicare's  current  system 
for  paying  capital-related  expenses  offers  a  strong  investment  incentive, 
the  incentive  is  the  straight-line  depreciation  hospitals  are  allowed  on 
all  assets,  whether  or  not  they  are  debt  financed. 

This  arrangement  gives  hospitals  more  money  than  they  need  to  retire 
their  debt  pri nc1pal. 

This  excess  of  depreciation  over  debt  principal  payments  probably 

REPRESENTS  ABOUT  ONE  THIRD  OF  MEDICARE'S  TOTAL  PAYMENTS  FOR  CAPITAL.  THE 
PURPOSE  OF  THIS  POLICY  IS  SO  HOSPITALS  CAN  ACCUMULATE  FUNDS  FOR  NEW 
INVESTMENT . 


However,  this  has  one  drawback:  it  assures  that  a  hospital's 
accumulation  of  equity  is  directly  related  to  the  value  of  its  existing 
assets.   This  means  that  rich  hospitals  get  richer,  while  those  with  less 
valuable  assets  receive  lower  payments. 

WE  ARE  CONCERNED  ABOUT  A  POLICY  THAT,   BY  DESIGN,   PAYS  LESS  TO  OLDER 
INSTITUTIONS  WITHOUT  REGARD  TO  THEIR  EFFICIENCY  OR  THEIR  VALUE  TO  THE 

community, 

Return  on  equity  is  another  important  issue.   Under  current  law, 
Medicare  pays  investor-owned  hospitals  a  return  on  their  net  assets  minus 
depreciation.    The  prospective  payment  legislation  reduced  the  return  on 

EQUITY  FRPM  150  PERCENT  OF  THE  INTEREST  RATE  ON  MEDICARE  TRUST  FUND 
uBLIGATI.ONS  TO  100  PERCENT  OF  THAT  RATE  FROM  1984  THROUGH  1 98C ,  WHILE  HHS 

and  the  Congress  consider  options  for  capital  payment. 

The  rationale  for  return  on  equity  is  to  compensate  for  the  economic 
costs  of  acquiring  equity  capital. 

Non-profit'  hospitals  believe  that  Medicare  ought  to  also  recognize 

WHAT  IT. COSTS  THEM  TO  RAISE  INCOME  FROM  CHARITABLE  SOURCES  AS  WELL  AS  THE 
IMPORTANCE  OF  PRESERVING  THEIR  EQUITY  BASE  SO  THEY  CAN  PROVIDE  FREE  CARE 
AND  OTHER  COMMUNITY  SERVICES,  LIKE  LOW  VOLUME  SPECIALTY  SERVICES. 


I   HAVE  NOT  COVERED  ALL  THE  ISSUES  THAT  WILL  ARISE  IN  CAPITAL  COST  BUT 
IT'S  CLEAR  FROM  THIS  BRIEF   BACKGROUNDER  THAT  WE  WILL  HAVE  PLENTY  TO  OCCUPY 
US  BETWEEN  NOW  AND  NEXT  OCTOBER  WHEN  OUR  REPORT  IS  DUE  TO  CONGRESS, 


Given  the  complexities  we  face,  we  are  still  considering  a  broad  range 
of  approaches.    But  I  can  tell  you  that  we  will  be  guided  by  three 
overriding  pri NCIPLES: 

First,  we  do  not  want  to  make  decisions  on  behalf  of  individual 

HOSPITALS  NOR  DO  WE  WISH  TO  GUARANTEE  INDIVIDUAL  HOSPITALS  A 
RETURN  ON  THEIR  INVESTMENT,     WHAT  WE  WANT  IS  TO  GET  AWAY  FROM 
GOVERNMENT  PLANNING,     WE  WANT  TO  SET  UP  APPROPRIATE  ECONOMIC 
INCENTIVES,  THEN  LET  HOSPITAL   ADMINISTRATORS  DECIDE  HOW  THEIR 
HOSPITAL'S  SURPLUS  SHOULD  BE  SPENT,   ACCEPTING  WHATEVER  RISKS  THAI 
ENSUE; 

Secondly,  we  will  give  preference  to  methods  that  reduce  your  • 

ADMINISTRATIVE  AND  REPORTING  LOAD._    THE  MEDICARE  COST  REPORT  IS 
ONE  OF   THE  MORE  BURDENSOME  REQUIREMENTS  THE  FEDERAL  GOVERNMENT 
HAS  IMPOSED  AND  WE  WANT  TO  LIFT  AS  MUCH  OF  THAT  BURDEN  AS 
POSSIBLE; 


Finally,  we  acknowledge  that  hospitals  need  a  predictable  capital 
payment  and  that  a  smooth  transition  period  is  needed  to  assure 

YOU  THE  CONTINUITY  YOU  NEED  TC  MEET  YOUR  CURRENT  OBLIGATIONS, 
MANY  HIGHLY-LEVERAGED  HOSPITALS  WITH  BIG  CAP1 TAL  COSTS  WOULD  BE 
HARD  PRESSED  TO  MEET  CURRENT  DEBT  SERVICE  OBLIGATIONS  FROM  THEIR 
CURRENT  OPERATING  MARGINS,   OTHER  REVENUE  SOURCES  AND  ANY 
IMMEDIATELY  FORESEEABLE  PRODUCTIVITY  GAINS, 

Anderson  and  Gusley  have  pointed  out  a  capital  add-on  that  is  25 

PERCENT  LARGER  OR  SMALLER  THAN  WHAT  WE  NOW  PAY  WILL  ONLY  INCREASE  OR 
DECREASE  YOUR  TOTAL  MEDICARE  PAYMENTS  BY  2  PERCENT.     THE  EFFECT  OF 
INVESTMENT  ON  OPERATING  COSTS  WILL  BE  FAR  MORE  IMPORTANT  FOR  YOU  SO  THE 
NEW  SYSTEM  MUST  BE  CONCERNED  WITH  COST  EFFECTIVENESS  WHILE  INCORPORATING 
THE  NEEDvf  OR  NEW  TECHNOLOGY  AND  IMPROVED  QUALITY,     THE  DEPARTMENT  IS 
STUDYING  A  VARIETY  OF  APPROACHES   THAT  HAVE  BEEN  SUGGESTED  BY  VARIOUS 
OUTSIDE  GROUPS.     THESE  INCLUDE  AS  HOSPITAL  SPECIFIC,  FORMULA  OR  A 
'  COMBINATION  OF   THESE  TWO. 


Working  together  we  can  design  a  new  capital  policy  that  will 
for  all  of  '  us  . 
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PHYSICIAN  REIMBURSEMENT  STUDY 

Another  forthcoming  study  that  deserves  comment  is  the  one  that  will 

EXPLORE  THE  FEASIBILITY  AS  WELL  AS  THE  ADVISABILITY  OF  USING  A  DRG-BASED 
APPROACH  TO  PAY  FOR  PHYSICIANS'    IN-HOSPITAL  CARE  OF  MEDICARE  PATIENTS. 

AS  PLANNED,   THIS  STUDY  INVOLVES  SEVERAL  INITIATIVES: 

OUR  RESEARCH  STAFF  WILL  ANALYZE  INFORMATION  FROM  THE  CLAIMS  OF  A 
5  PERCENT  SAMPLE  OF  MEDICARE  BENEFICIARIES; 

WE  HAVE  ALSO  CONTRACTED  OUT  A  STUDY  OF  THE  FEASIBILITY  OF  LINKING 
AND  ANALYZING  THE  MEDICARE  PART  A  AND  PART  B  CLAIMS  DATA; 

And  we  have  awarded  a  grant  to  another  group  that  will  analyze 
Medicare  Carrier  and  Intermediary  data. 

In  developing  our  feasibility  report  we  see  five  major  issues  that 
must  be  addressed: 

HOW  SHOULD  PHYSICIANS  BE  PAID  FOR  THEIR  IN-HOSPITAL  SERVICES? ' 

What  services  should  be  reimbursed? 

how  would  prospective  payment  rates  be  calculated? 
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HOH  WOULD  PHYSICIAN  ECONOMIC   INCENTIVES  CHANGE  UNDER  PROSPECTIVE 
PAYMENT? 

HOW,  IF  AT  ALL  SHOULD  WE  RECOGNIZE  SPECIALTY  TYPES  AND  GEOGRAPHIC 
AREAS? 

What  about  cognitive  services  vs  technical  services? 
And  finally,  should  we  include  a  'risk-sharing'  feature? 

There  is  also  the  overriding  question  of  whether  it's  practical  to 
link  physician  payments  to  DRGs,   We  will  be  looking  at  this  question  from 
both  a  medical  and  a  reimbursement  perspective. 

Perhaps  the  stickiest  question  of  all  is  who  to  pay,   The  options  are: 

—    <t0  pay  the  hospital  and  have  them  pay  doctors,* 

to  pay  the  primary  care  physician  and  have  him  or  her  pay  other 
physicians  who  have  provided  their  services; 

to  separately  pay  each  physician  involved  in  a  case; 

or  to  pay  the  attending  physician,  who  would  then  contract  with 
the  hospital  for  back-up  care. 
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At  a  meeting  of  a  Physician  Discussion  Group  that  I  chaired  not  long 

AGO,  SOMEONE  SUGGESTED  THAT  WE  MIGHT.  WANT  TO  ALSO  CONSIDER  PAYING  THE 
HOSPITAL  MEDICAL  STAFF'S  EXECUTIVE  COMMITTEE,  WHICH  WOULD  IN  TURN  DECIDE 

how  to  reimburse  its  membership. 

The  Congressional  mandate  for  our  study  indicates  that  we  should  focus 
on  hospital  inpatient  services.    But  maybe  a  better  way  would  be  to  look 
at  the  whole  gamut  of  services  rendered  to  a  patient  before  and  after 
hospitalization.    This  would  convey  a  better  sense  of  what  an  individual 
episode  of  disease  was  all  about.   more  importantly,  it  would  encourage 
out-of-hospital  care,  which  is  less  expensive. 

in  any  case,  physician  reimbursement  is  fast  becoming  a  front-burner 
issue.   b-oth  the  house  and  senate  have  advanced  proposals.   so  has  the 
President's  Private  Sector  Survey  on  Cost  Control.    So  has  the  Quadrennial 
Advisory  Council  on  Social  Security.    The  AMA  has  also  been  considering 

ALTERNATI VES . 

AS  YOU  CAN  SEE  WE  HAVE  A  WIDE  RANGE  OF  OPTIONS  TO  CONSIDER  FOR  BOTH 
VALUATION  AND  PAYMENT  OF   PHYSICIAN  SERVICES. 

OUR- TIMETABLE  CALLS  FOR  DELIVERING  OUR  REPORT  TO  CONGRESS  BY  DECEMBER 
1985,   BUT  THESE  APPEARS  TO  BE  GROWING  INTEREST  IN  OUR  MEETING  AN  EARLIER 
DEADLINE  SUCH  AS  JULY  1985. 


RFFlNi.NG  THE  HOSPITAL  WAGE  INDEX 


Finally,  I  want  to  report  to  you  on  the  status  of  our  efforts  to 

REFINE  THE  HOSPITAL  WAGE  INDEX.     THIS  INDEX  WAS  DESIGNED  TO  REFLECT  AREA 

differences  in  hospital  wages  when  computing  prospective  payment . 

It  is  derived  from  hospital  wage  and  employment  records  of  the  Bureau 
of  Labor  Statistics, 

But  comments  from  the  hospital  industry  last  fall  indicated  your 
strong  concern  that  these  records  may  not  be  the  best  way  to  arrive  at 
area  wage  differences, 

This, told  us  we  needed  to  act  quickly  to  settle  this  question  if  we 

WERE  TO  PRESERVE  FAITH  IN  THE  EQUITY  OF  PROSPECTIVE  RATES, 

SO  WE  SET  UP  A  JOINT  WORK  GROUP  WITH  REPRESENTATIVES  FROM  HOSPITALS 
ACROSS  THE  COUNTRY  TO  LOOK  INTO  THIS  MATTER,     IT  DECIDED  THAT  LONG  AND 
SHORT  TERM  SOLUTIONS  NEED  TO  BE  LOOKED  AT  BEFORE  RECOMMENDING  ANY  SPECIFIC 
REFINEMENTS  OF  THE  PRESENT  WAGE  INDEX, 

THE  GOAL  OF   THIS  WORK  GROUP  IS  TO  HAVE  A  REVISED   INDEX  IN  PLACE  FOR 
FISCAL  YEAR  1985  WHICH  ADDRESSES  THE  MORE  PRESSING  PROBLEMS  THAT  HAVE  BEEN 
BROUGHT  TO  OUR  ATTENTION. 


AS  A  FIRST  STEP,  THE  GROUP  RECOMMENDED  THAT  OUR  AGENCY  GET  BOTH  WAGE 
DATA  AND  FRINGE   BENEFITS  THAT  ARE  SUBJECT  TO  PROSPECTIVE  PAYMENT, 


Our  agency  has  already  drafted  a  survey  form  to  gather  this  data.  The 

WORK  GROUP  WILL  REVIEW  THIS  FORM  BEFORE  IT'S  MAILED  OUT. 

IF   YOU  GET  ONE,   PLEASE  GIVE  IT  YOUR  EARLIEST  ATTENTION  —  WE'LL  1 
APPRECIATE  IT. 

CONCLUSION 

There  are  any  number  of  other  studies  I  might  have  gone  into  more 

DETAIL  ABOUT  IN  MY  REPORT  TO  YOU,   BUT  WITH  LIMITED  TIME  I   WANTED  TO  COVER 
THOSE  OFsWORE  PRESSING  AND  IMMEDIATE  CONCERN.      IF   YOU  HAVE  QUESTIONS  ABOUT 
ANY  OTHERS,    I'M  HERE  TO  ANSWER  THOSE  I  CAN. 

Finally,  let  me  reiterate  my  gratitude  to  you  and  all  members  of  the 

HOSPITAL  INDUSTRY  FOR  THE  SPIRIT  OF  COOPERATION  YOU'VE  SHOWN  AS  WE  MOVE  TO 
SET  THIS  SYSTEM   IN  PLACE.     I   FULLY  RECOGNIZE  THAT  OUR  ULTIMATE  SUCCESS 
DEPENDS  LARGELY  ON  THE  WILLINGNESS  AND  GOOD  WILL  OF  THE  NATION'S  HOSPITALS 
AND  THEIR  LEADERSHIP.     I  PLEDGE  TO  YOU  JM  WILLINGNESS  TO  CONTINUE  TO  WORK 
WITH  YOU  TO  MAKE  THIS  NEW  PAYMENT  SYSTEM  WORK  IN  THE  MONTHS  AHEAD. 

Today  well  lived  makes  every  tomorrow  a  vision  of  hope.   We  must  all 

WORK  TOGETHER  TO  PRESERVE  THAT  VISION  OF  HOPE  FOR  THE  MEDICARE  SYSTEM. 
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